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Abstract: In the repercussions of the latest financial crisis that have occurred on the years 2008-
20009, to fortify the stability of the banking systems, policy makers, and the Basel Committee on
Banking Supervision — BCBS, together with national regulators have built up a few safety
measures, and structures to guarantee that banks establishments keep up adequate capital levels
through using risk management tools, in specific the Internal Capital Adequacy Assessment
Processes (ICAAP). They all have called for thorough evaluations and assessments for the
structure and components of risk management frameworks, tools, and practices whether by banks,
regulators, analysts and risk management experts consistently, to ascertain the adequacy of the
banking systems, policies, arrangements and techniques for overseeing risks, and guaranteeing the
sufficiency of holding appropriate capital levels for confronting normal, as well as adverse and
unexpected situations or emergencies. The main objectives of this research study is to shed the
light on the ICAAP as one of the main keys of risk management programs, a process by which
banks can use to ensure that they operate with an appropriate levels of capital, forward looking
processes for capital planning covering a broad range of risks across banks, activities beyond
simple capital management, and brings together risk and capital management activities in a form
that can be used to support business decisions. The research study shall evaluate the significant
relationship between the Banking System Stability (dependent variable) and the Internal Capital
Adequacy Assessment Process (ICAAP — independent variable) with evidence from the Egyptian
Banking Sector.

1. Introduction

The mrevieus decade has seen a standout among st the most catastrophic financial enses The
macts of the latest financial crises were inescapable and hit mostly every segment of the
worldwide organ zations; the most influenced sector was particularlythe banking sector which
representsa corner stone for the worldwide financial stability and achieving a solid economic
growth. The banking sector did not only experience and face the dramatic &ilures, m fact
dizappearance of several well known financial organ ztions hke Leman Brothers, it has likewise
furned info a standard focus for harder direchons, tougherregulations, open outrage, and
academic criticism (Laeven, Valencia, 2010).

There were various clarifications for the reasons of the named financial crisis. One factor that has
gotten huge consideration amid this crisis is risk management discourse. Therefore, risk
management has turned out to be such an essential and central indispensable instrument, from
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which banks have begun to completely use, not exclusively to accomplish the best possible
authenticity levels towards the general public and regulators, yet in addition for adequately
achieving banks objectives according to the set standards of risk appetite and thresholds.

1.1 Egyptian Banking Triggers

On the basics that the failures confronted by the worldwide banking industry, during the latest
financial crises in 2008-2009, have been contemplated to a great extent on mainly the
shortcomings of the national regulator’s frameworks, structures and the risk management
methodologies across the financial organizations, this triggering impact has given stakeholders in
the Egyptian banking sector cause not exclusively to consider the profits made in the sector, yet
additionally and basically analyze structures used to oversee risks and save their interests (CBE
2015, 2016).

Although the consequences of the 2008-2009 latest global financial meltdown have been quite
mimmal on the Egvyphan banking sector that it did not threaten the existence of banks working in
Egvpt. vetit has served asan early warmng signal toall banks. This iz reasoned that the Egyptian
market banks, bascally, depend on low cost domestic deposits mainly for hquidity purposes
which is completely different than the simation at developed countries, where named market bank
depend on complex financial instruments that repre=ented one of the main canses of the financial
crizes. However, during the fiscal vear 2008-2009, the performance of the Egyphian economy was
normally affected by the global financial crisis and s consequences that had reached its vpmost
during the first quarter for the yvear 2009 but beganto recover back starting from June wath a
modest growth pelup (CBE 2008, 2009). One of the main faced impactz was the dipping down o
the real GDP growthrate from 7 2% to 4.7% a year earlier. Despite the adverse effects of the cris
on the Egyptian economy, some posilive signs were witnessed backed by the proper and effective
risk management 1mtatives that were impdemented doring the banking reform phase, such as: the
decrease 1n anmial inflation rate reaching 9.9%% in June 2009, down from 20.2% on June 2008, in
addition to the GDP increaze to reach EGP 1 trillion (CBE 2008, 20047,

Egypt’s commercial banking sector was undergoing a long term process of consolidation,
privatization and recapitalization (BMI, 2016). According to the Central Bank of Egypt (CBE),
there were 39 licensed banks at the end of the year 2016. Traditionally, the sector has been
dominated by the “big four” public sector banks: National Bank of Egypt (NBE), Banque Misr,
Banque du Caire and, until its privatization in 2006 Bank of Alexandria. According to BMI’s
analysis, the segmentation of the banking sector in Egypt is segregated across 3 main classes:
Public sector banks which included the same previously mentioned domination banks - excluding
Bank of Alexandria - in addition to Egypt Arab Land Bank and Principal Bank for Development
and Agricultural Credit. The second list included the vast majority of the market’s bank names (27
banks) which represented private and joint venture banks, holding an approximate of 70% of the
commercial banking sector names in Egypt, and ending with branches of foreign banks, e.g. First
Abu Dhabi Bank (formerly named National Bank of Abu Dhabi) and Mashreq Bank.

At the same time, the national regulator under the name of the Central Bank of Egypt (CBE) has
started managing the banking reform activities in 2004 (CBE, 2004) with the purpose of
restructuring the banking sector. A restructuring design was created with the goal of strengthening
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the banking sector and expanding its robustness to enable it to face global and regional competition
effectively, and by turn to focus on the targeted economic growth and development. The plan has
begun in 2004 and finished in 2008 involving: Privatization and consolidation within the banking
sector, addressing the issue of none performing loans (NPLS), financial and managerial
restructuring of state owned banks, and upgrading CBE banking supervision infrastructure.

The industry, however, has lately witnessed a worsening trend for banks capital adequacy ratios
due to the Egyptian currency free float (CBE, 2016), which has decreased from 12.1% for common
equity as being compared to risk weighted assets in December 2015 to reach 9% at December
2016 which represented a 26% decrease (CBE, 2017); by turn the considerable increase in the
value of foreign currency assets based on this decision. The local currency devaluation decision
has negatively impacted assets quality of banks as a result of the deteriorating country economic
factors like depreciating local currency, increasing trends of inflation and default rates.

1.2 Statement of the Research Study problem

Considering the limited findings with regard to the evaluation of the relationship between the
Banking System Stability and the Internal Capital Adequacy Assessment Process — ICAAP,
besides the low consideration of the previous few studies on emerging markets, like Egypt, but
focusing on the developed countries; this research study is necessary to present empirical robust
results in order to fill this gap and provide the adequate evidence in terms of assessing the
significant relationship (if any) between the Banking System Stability and the Internal Capital
Adequacy Assessment Process.

1.3 Importance of the Research Study

The relationship between the development of a nation’s banking 1ndustry and its economic growt]
has been examined comprehensively. However, fewresearch studies and investgations have
attempted to clanfy how the connechion between the banking system stability development /
improvement and the sconomic growth works amid imes of financial shakiness. Banducco, Bulir
and Cihak (2008), Halkkic and Keeton (2009) and Carlson et al. (2009) have analyzed the impacts
of financial stress on economic performance. They have called attention that there 15 a posifive an
sgmficant relationship between the banking and financial stability, and the economic growth.
They have concluded that there are three distinet channels of which the banking and fmancial
instabili fy can adversely nfluence the economic growth The first channel is an uncertainty
increase withrespect to the fondamental value ofassets and the investors” behavior durmg period
of financial instability. Since these two sources of insability are frequently followed by increases
in the volatility of asset mrices, this condiion makesbanking organizations more cavhious about
investment choices and decisions until the point when the vulnerability vanishes. L ikewise,
households sector tend to decrease their spending in the midst of financial shalkiness, since the

uncertainty influences the normal estimation of their future wealth As an outcome of these =aid
responses, a &ll in the economic output begins to be displayed.
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The second route 15 through the decrease trend for borrowang condibions reasoned of tight credit
lending standards by banks (Lown et al., 2000). At the point when banks mcrease their base cradi
norms it winds up noticeably harder for bowrowersin terms of funding recetve, trailed by a
resulting negative impact on the economic growth and deowdown.

From an alternate point of view, the financial shaliness can prompt an abating of the economic
development through an mcrease in the cost of firms and households of fund spending. Haldio ar
Keeton (2009) have noticed that instability expands fimancing costs on business and mndividual
cbligations at the capital markets, truing to be more costly for firms to raise fimance. Such an
merease in the cost of fonding can make firms and families cut back on their spending and
unfaverably influence the financial and economic cycles and development in general.

William C. Dudley, President and Chief Executive Officer of the Federal Reserve Bank of New
York, has remarked on September 2011 that a stable banking system is a prerequisite for
sustainable economic growth. He added that the financial system that has operated within the
financial crisis period had generated terrible outcomes in terms of economic growth and
unemployment, returns available to savers and access to credit for borrowers (Dudley, 2011).

1.4 Objectives of the Research Study

The global financial crisis has brought a new scenario within the banking sector, showing
regulators implementing new risk management tools, the ICAAP in specific, to monitor the
strength of banks hence, enhance the banking system stability through incorporating effective risk
management systems and tools to be aligned with the banking sector’s best-in-practice.

Previous studies and examinaions have mentioned drverse aspects of banking and financial
stability, the different sorts of sensibvitytests and stress test scenanos (Ingo, Michael | and Mossze
2001), and alzo the choice of the sever but plausible silpations touse in the stess testing exercise
following the recommendation of the Bank for International Settlements - BIS (Al&aro and
Drechman et al., 2010). Therefore, the general oljective of this research study is to:

e Support in terms of forward-looking processes for capital planning for banks, that
includes the linkage of all quantitative and qualitative parts, and possible adverse and
stressed scenarios that maybe be faced, to be fully interlinked with the banks strategies,
business decision making and risk management processes (internal reporting, limit
system, risk appetite framework, etc.).

o Set the proper and effective ways of the ICAAP and its impacts on: assessing the capital
ratios, study and assess banks’ frameworks of capital planning over medium to long
terms, determine the accurate capital adequacy ratios needed to support
strategies/plans/objectives for banks businesses during the mentioned time intervals, and
by turn issue a sustainability report disclosing relevant information and recommendations
or corrective action plans to react proactively towards any deviations from the level of
required capital, whether this capital represents the regulatory capital (figure 1) as being
stated by the regulator, i.e. CBE, or economic capital including additional buffers (shock
absorber) for absorbing any expected crises without affecting the financial stability of the
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bank or its competency level within the market(s) it is functioning within, ending with the
positive impact on its reputation.

e The research study and examination shall also represent a helpful guide to: Policy
formulations either by the government of Egypt, The Central Bank of Egypt (CBE),
Union of Arab Banks (UAB), Egyptian/Arab/African/Emerging Market Zone Banks, and
also for investors and strategy producers. It will enable them to make suitable
arrangements with respect to the foundation of a more stable banking organizations
through the usage of the Internal Capital Adequacy Assessment Process application
(ICAAP), and how the existing banks can be urged to extend, advance growth, mobilize
funds, viable face shocks, and designated resources proficiently with strong and well
forecasted gauge plans bolstered by adequate capital levels.

Probability

Capital Buffers
and Stress-Testing

Loan Loss Reserves Begulatory Capital

8] EL UL Intolerable Loss
Loss 99th percentile

Figure 1: Bank Credit Loss Distribution. Source Durrani (2013).

For the purpose of solving the research problems and geting the outcomes of the research study
objeciives, the sudy aims that will be inveshgated are as follows:

How can the ICAAP be used to limit or promote risk taking actrvifies in order to ensure the
continuing fimancial streng th of the bank, and the fulfillment of the regulatory requirements?

How can the ICAAP proection methods be utlized to challenge barks usiness plans and
budgets?

Is it possible to use the ICAAP for effective banks’ danming with regard to assets and hability
allocations, stable growth, and ensunine that the nisk taking activities of any bank do not exceed o
nisk capacity and capital required levels?

How can the ICAAP be vtilized to adjust the gap between the current and the targeted nsk levels
of the banks capital structures?
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1.5 Research Study Hypothesis
Research Hypothesis:

H1{: There 1= no significant relationship between the Banking System Stability and the Internal
Capital Adequacy Assessment Process (ICAAP).

HI1: There 1= a significant relabonship between the Bankmg System Stabihty and the Intermal
Capital Adequacy Assessment Process (ICAAP).

Research Question:

What is the relationship (if any) between the Banking System Stability and the Internal Capital
Adequacy Assessment Process (ICAAP)?

1.6 Limitations of the Research Study

There are several limitations in this research study that should be taken into consideration in
future researches. The research sample is small and limited to the selected research study banks
(5 banks). This is due to the difficulty faced in terms of data access and confidentiality reasons
across the banking sector, Egyptian banking sector in specific, especially for the data that shall
be utilized under the internal capital adequacy assessment process (ICAAP), of which the
researcher has suffered a lot to obtain the required data for the research study. Therefore, the
sample was only limited to those banks that are included in. This has prevented the researcher
from widening the sample across more study banks and risk measures.

To overcome this confidentiality obstacle, the research study depended on secondary published
data. This was acquired from the annual reports and financial statements, besides historical
financial reports for the main study year (December 2016), in addition to different reports issued
by research associations (e.g. BMI, and Macropolis), and statistical reports published by several
national regulators (e.g. SAMA, and CBE).

Moreover, and to overcoming named research study limitations; it is worth to be mentioned that
there is no significant difference between the selected research study Egyptian banks - structures
and operations - as being compared with the other Egyptian banks in terms of: Products bouquet,
pricing, market penetration, functional structure, reliance mainly on low cost domestic deposits
and liquidity rather than exposure to complex financial instruments, and facing the same market
economic conditions during the under study period, i.e. post the EGP free float and effects on
capital ratio levels. All ends up with the close similarity between different Egyptian banks for the
same mentioned factors within the selected study period. That shall smooth down, considerably,
the research study limitations.

For the selected sample banks, the ICAAP was utilized for reaching a sound capital management
to identify, measure, and report all material risks, taking into account the banks’ strategic focus
and business plans, although the annual reports and financials did not mention the ICAAP in
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focus terms (due to the same confidentiality reasons), still the process of internal controls,
reviews and analysis included is showing clearly the ICAAP assessment, findings, and
implemented corrective action plans following the Supervisory Review Process (SRP) for the
Central Bank of Egypt (CBE), as well as Basel rules under pillar 2.

Consequently, the presented research study shall focus on the: Commercial International Bank
(CIB), Credit Agricole Egypt (CAE), the Unmion MNational Bank Egypt (UINBE), all as pracheal
case stpdies and based on the assessment of their risk profiles and financials status for the
research study peried. The goal 1= to expand and generalize the ICAAP model implementation
across the banking sector, whether in Egypt, or the emerging madiets, in general; to check how
the ICAAP shall ensure and enhance the financial fability of banks. Itis worth to be mentioned
that 1 international and 1 regional bank (MENAD) were identified and presented to show the
ICAAP mpacts on capital danmng, forward looking approach and fimancial stabihity: The first 1z
H3BC-UK, and the second is Samba Financial Group The kingdom of Saudi Arabia.

The research study shall be organized as follows:

e Section 2: Literature Review.

e Section 3: Research data and Methodology.
e Section 4: Data Studies and Results.

e Section 5: Conclusions.

2. Literature Review
2.1 Introduction

The latest global financial crises have gotten out the questions as to the financial related markets
stakeholders’ level of understanding on financial institutions’ risks and complexities. The
economic slowdown, which started earlier in the year 2008, brought about the crash of some
financial organizations that prompted the need for the improvement of new systems and rules
within the banking sector. The European Banking Authority (EBA) has led an examination in
2012 to see how banks measure the assets riskiness, of which the named research has
demonstrated that banks are excessively shrewd for controllers. The EBA presumed that there
were “material contrasts” in the way risks are measured over the directed investigation test which
included 89 banks in 16 nations. The chairman of EBA, Andrea Enria (the guardian, 2013) has
noted that a portion of the variations could be represented by more clarification about the
methodology being utilized, yet this is insufficient. The rest of the scattering is noteworthy and
calls for additional examinations and perhaps policy solutions, he added.

To enhance the world’s financial stability, the initial mandate was given to the Financial Stability
Board which was established by a forum including the Finance Ministers and Central Bank
Governors of the Group of Seven (FSB, 1999).
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The financial Stability Board has izsued itz analy=is (FS5B, 20090, submitted to the G20 for
‘Improving Fimancial Fegulation”™ through a mae disciplined, =table and less procyelical
financial sy=iem that effectively bolsters a balanced sustainable economic growth, which 1=
supporting William Dudley’s view (Dudey, 2011). Recommendations hawve stated that the higher
requirements of substantally needs, effective quantiy and quality of captal and liquidi by levels
at banks represent an asset towards financial stability, as the banks targets as fr as overseeing
capital are: To follow the capital necessities set by the national regulators and as per mation rules,
to protect the banks capacity to roceed as a going concern =0 it can keep on providing returns
for investors and benefitz for sharcheolders, keepns vwp a solid capifal base o help the
development of itz busness, and completion with the pestive effect on the economic growth in
general.

The =zame report (F3B, 200%) has also mcluded reforms fo accounting standards and
compenszation regimes that improve fransparncy, lmit incenbives to excesave nsk taking,
proper capital planning through vhliane ridk management tools (e.g. ICAAP), constrain risks in
trading related activities by improwving market infrastructure and by sigm ficantly raising capital
charges for reasonable capital planning and forward locking visions.

2.2 Banks and Capital requirements

The banking business is highly regulated due to the fact that deposits receiving financial
institutions receive open reserve funds and have particular risks and complexities that put forth
their financial statements obscure and hard to be analyzed for the general public audience (Ingo,
Michael, and Mosser, 2001). In this way, it is hard to comprehend that in a segment with such
strict regulatory conditions, nothing should be impossible to anticipate and save from the last
happened worldwide financial crisis. The attributes that make banks unique in relation to other
sort of financial organizations were the reasons for their collapse.

To comprehend and screen the parficular risks in the financial sector orgamzations, the Us
regulator has desgned the “"CAMELS" rating framework (FEB, 2016), which 1= vsually vhlized
by regulators worldwide to survey the quality of barkz and to assess the level of banksrisks The
risks that this approach assesses are the particular nsks of all banks, such as capital nsk, assefs
quality, management =kills, earning and profitability liquidity nsk and sens tvity to market rigk

The CAMELS approach is utilized as a part of the US, as well as the of different regulators
across the globe. One case is the supervisory strategy utilized by the Banco de Espafia (the
Spanish regulator) and the Central Bank of Egypt (CBE) which is called Risk-Based Supervisory
Methodology approach and it depends on the CAMELS rating framework.

This strategy supports in terms of evaluating which banks will probably face issues later on, so
as to devote extra supervisory resource, avoid future crises (Banco de Espafia, 2011, CBE 2016),
and support the sustainable economic growth through financial stability levels.

Therefore, risk management tools has turned to be the essential and central indispensable
instrument, from which all banks have begun to completely use, not exclusively to accomplish
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the best possible authenticity levels towards the general public and regulators, yet in addition for
adequately achieving banks objectives according to the set standards of risk appetite and
thresholds. Besides, national regulators have tuned to empower banks to utilize other refined risk
management tools, other than the CAMELS model which is mainly utilized on a top down
approach from a regulator’s perspective, such as the ICAAP as an internal and essential
application for banks to affirm that they execute their strategies and business plans based on a
guaranteed and well assessed adequate capital levels consistently, with due thoughtfulness
regarding every single material risk. Following the same, the ICAAP key attributes as being
represented as a bottom up approach are: Possess risk capital which is commensurate with their
selected risk profile and risk appetite, develop appropriate governance and control functions and
business strategies to safely and effectively face those risks.

Setting an ideal capital requirement represents one of the desires of every financial services
regulator since it will help them to conform to their command of keeping financial stability.
Banks finance themselves with households and business deposits, in addition with equity capital
that, by turn, use to put resources into risky assets (Allen et al., 2014). Deposit investors assume
a disciplinary action(s) with bank’s management in light of the fact that on the off chance that
they suspect that management is wasteful they can pull back their deposits leading to the bank’s
bankruptcy (Calomiris and Kahn, 1991). The capital structure theory recommends that the ideal
capital requirement ought to have two parts: a core capital requirement to restrain the bank
leverage, and a capital supporting buffer (Archarya et al, 2014, Admati et al., 2013)
unquestionably following the guidelines that are either set through the Basel Committee for
Banking Supervision (BCBS 2010, 2011) or the national banking regulators, for example, the
Central Bank of Egypt (CBE 2009, 2016).

Therefore, to address and screen the banking business risks, national regulators have turned to
utilize risk management tools, ICAAP in particular, to accomplish financial strength. Such
regulatory endeavors increment amid times of financial turmoil since bank mistiness tends to
expand (Flannery et al., 2010) and subsequently, regulators have also utilized stress tests to
assess the vulnerability of individual banks as well as of the whole banking system (Drehmann et
al., 2010).

National regulatory bodies use to plan a supervisory framework that enable them to avert
institutional failures that could end up with the breakdown of the main financial capacities in the
economy, for example, the payment system, investment funds exchange, the monetary strategy
and policy mechanism; as the principle worries of regulators is financial failures (Weber, 2014).
Besides, and because of the way that banks are imperative for financial stability and strength,
governments need to keep away from any failure, and to commit a lot of resources for banks
saving. The liquidation of a bank has such a quick social cost on depositors in addition to several
effects on different banks, for instance on the payment system, ending with the destabilize of the
whole banking sector’s management.

Mehran and Thakor (2009) have demonstrated that the higher the bank capital, the better for the
bank, not just for the security of the banking system, yet in addition for the bank’s financial
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strength itself. This is on the grounds that banks will screen borrowers; grow long term
relationships with them which likewise create financial esteem and economic value. Allen et al.
(2014) contended that banks need to hold a positive measure of equity capital as an approach to
lessen bankruptcy cost when they finance risky investments. The basis behind this is when banks
hold zero capital; their liquidation is lined up with those of firms on the grounds that there is no
loans repayment to be exchanged to depositors. Then again, when bankruptcy costs are
irrelevant, banks pick to fund themselves only with deposits.

Equity holds higher required returns than debt since it is more risky, yet this does not really
imply that the utilization of greater values in equity expands the funding cost of a bank (Admati
et al., 2013). Actually, better promoted banks bring about lower costs when issuing additional
capital and furthermore, as higher capital brings lower default risk standards, also it enhances the
liquidity of debt securities that the bank issues.

2.3 Capital Ratios and Buffering Levels

Admati et al. (2013) had noticed that when the bank’s capital ratio endures a decrease through
losses or some other reasons, for example local currencies devaluation, the bank must
recapitalize or deleverage, for example by selling assets. At the point when banks sell assets,
they add pressure on assets markets across the economy and prices fall. To keep away from this,
regulators increment capital requirements that will likewise infer the need of less help if there
should be an occurrence of a bailout, also are continually looking for constant models to evaluate
capital adequacy assessment systems to guarantee that banks are ceaselessly surveying and
analyzing comprehensively their capital needs as indicated by their strategies for successful
future looking perspectives.

Considering the high cost of capital, banks need to legitimize the span of the capital buffer they
need to hold to ensure they do not run none compliance risk amid of a financial turmoil. Capital
buffers are capital levels that banks hold in abundance of regulatory minimum capital
requirements. Banks hold capital cradles to maintain a strategic distance from expensive
intervention, to demonstrate to the market a sufficient financial position, to exploit good market
openings and to create a cushion against recessions (Carvallo et al., 2016). On the off chance that
banks do not aggregate capital buffers in the midst of financial blasts, consistence with
regulatory minimum capital requirements could be troublesome during economic downturns,
making it important to the bank to deleverage assets and narrow lending levels. This is on
account of the cost of capital is higher when the bank is in a none compliance position.

Teixeira et al. (2013) have studied whether the determinants of banks capital structure is just
dictated by regulations or by some other banks particular attributes. Utilizing an example of US
and European banks for the period 2004-2010, the investigation has found that banks attributes
influence their capital structure, to be more particular, the capital in abundance of the regulatory
minimum or capital buffer. These findings have demonstrated that regulations do not represent
the only determinants of banks capital structure and that banks hold capital cradles keeping in
mind the main goal to maintain a strategic distance from the high cost related with issuing new
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equity capital at short notice. The findings have likewise featured that the macroeconomic factors
as inflation, GDP growth, the stock market volatility and the term structure of interest rates
additionally all affect banks capital structure.

Duygun et al. (2012) have studied the costs of recapitalization on an example of 22 Turkish
banks for the period 2006-2009 that incorporates the last financial crisis. The investigation has
incorporated banks particular qualities and macroeconomic factors. The outcomes demonstrated
that the macroeconomic factors are not critical enough like banks particular attributes that catch
the greater part of the applicable fluctuation in short run costs. The examination found also that
the banks recapitalization that happened post the financial crisis period had expanded the costs
significantly, driving the return on equity to negative levels. Considering these outcomes,
Duygun has mentioned that there is a need to create recapitalization models, and the examination
measured the effectiveness and profitability of the banks through the estimation of their cost
function, where the equity capital is a fixed input requirement due to being regulated.

2.4 Risk Management and Strengthening Capital Requirements

Finding the optimal capital requirements is significant to keep the soundness of the banking
system’s stability and to be very much prepared for any negative impacts of an economic
downturn. An approach to follow in concern is to evaluate the assets quality and risks properly
through regulatory tools, such as Basel Il risk weighting plans, and ICAAP (Archarya et al.,
2014).

In this manner, the recent worldwide financial crisis has influenced it to clear that governments
and regulators were not fully accomplishing the goals of observing banks to ensure they are
beneficial to constitute a stable financial system. Banks managements had reached to the fact that
they were not recognizing new risks and complexities in the business, and thus, they were not
tending to addressing, mitigating, and alleviating them appropriately, holistically and
comprehensively. Because of the same, financial services clients lost trust in banks in the wake
of the crisis. In this new financial services segment situation, governments and regulators have
discussed about the new regulatory risk management technique - ICAAP, which assist to
highlight banks shortcomings in a timely manner. Banks need to fuse such tools as an integer
component of their risk management frameworks to be lined up with their local regulators. This
regulatory tool is not yet commonly utilized, particularly at developing markets, and this adds to
the haziness of these markets.

Accordingly, setting an optimal capital requirement does not represent a simple assignment.
Regulatory capital prerequisites typically utilize the book estimation of equity that relies upon
the valuation of assets and liabilities which are represented utilizing particular accounting
standards and risk-weighted assets (RWA) that follow the Basel rules. The justification behind
risk-weighted assets is in accordance with the possibility that a superior capitalized bank will
place assets into safer resources. Besides, regulators have tuned to utilize other refined risk
management tools, for example the ICAAP, to affirm that banks should show that they have
executed strategies and methods to guarantee capital adequacy ratios consistently, with due
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thoughtfulness regarding every single material risk and accomplish the key attributes of the
ICAAP which include: to be a noteworthy piece of bank’s management process and basic
decision making culture, to be periodically examined, to be based on risks, to be extensive,
having a future viewpoint, and to consider productivity of risk estimation and assessment
process. The national regulator will then do the Supervisory Review Process (SRP) according to
Basel’s pillar II (BCBS, 2010, 2011); to survey the soundness of the bank’s ICAAP and the
requirement for any actions (CBE, 2016).

Jaime Camana 2007) the Director of the INE s Mbonetary and Capital Markets Department, had
dizcussed the topic of strengthening the banking and financial stability and the role of banks in
terms of achieving this objective by increasing the ssundness of their ngk management systems
to match the growing complexity of domestic and mternational financial markets, to help ensure
that their achions do not have a negative impact on other participantsin global financial markets,
which 15 matching with the view of Willlam C Dudley (Dudley, 2011), as well az Allen et al.
(2014).

2.5 Basel Committee on Banking Supervision and ICAAP

The New Basel Capital Accord “International Convergence of Capital Measurements and
Standards” (Basel 111) has significantly affected the arrangement of keeping banking practices in
the field of risk management considering the difficulties it has acquired at the banking activities.

The kevy target of the Basel II and IIT accords 1z to build up a revised framework that would
additonally reinforce the soundness and strength of the worldwide banking system, to promote
the adeoption of mere advanced risk management practices by the banking indostry; and
perspectives this as ene of ifs significant advantages all depends on three pillars that support the
financial stabiliby (Agure 2):

Financial Stability

Pillar I — Minimum Capital Pillar IT — Supervisory Pillar IIT — Markei Discipline
Reguiremenis: Review Process (SEP):

- Transparency for
- Credit Fisk & pproaches: - Internal Capital atrket patrticipants with

Standardized, Foundation Adeguacy Assessment regard to risk profiles
IER, Advanced IRB. Process — IC AAP:

and positions.
Risk Ivlanagement &

- Ivlarket Fisk Spproaches:

Capital P! i, - ili
Stamdardized 1 Intermal apl lanning Increase comparabilits
lewrels across baaks..
WaR hiodels. - Supervisory Framework:
: . Esraluation of financial - Enhancing roarket
= Petstioral Boisls institutinns internal P

& pproaches: Basic
Indicator, Standardized,
and & dsranced
Ileasurernent .

Basel Frameworlk

Figure 2: Basel Pillars and spotting the ICAAP process and scope. Referenced by the researcher.

systems, compliance with
regulations, & Supervisory

IMEeAsITes.
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Pillar 1 - Minimum capital requirements: It establishes the measurement structure for the most
imperative classes of risks which a bank must be confronted to: credit, market and operational
risks.

Fillar IT - Supervizory review process (SRP): It mcludes the stretched role by the national
regulators in terms of assuring that banks operate with adequate capital vsing the ICAAP
methodology, and that they apply internal processes to evalvate risks, take the necessary
meazures and actions when required. According to this pillar, each bank is obliged to create and
an internal process vsed to calculate the mumimum capital requirements in accordance wath its
own risk profile as an amm to assure that every bark helds adequate capital levels to raize early
warmng sigmls according to projeciion strategies and figures in casze capifal levels are &lling
below minimum standards, and by turn reach the inancial stability across all banks and within
the markets.

Banks are required to manage their own particular detailed Internal Capital Adequacy
Assessment Process (ICAAP), to show that they have executed techniques, systems, and
processes to guarantee satisfactory capital resources, with due consideration regarding all
material hazards and hold adequate funding to cover extra risks outside of those risks
characterized under pillar I (credit, market, and operational risks), such as liquidity, interest rate
risk in the banking book, repetition risk, compliance risk, concentration risk, strategic risk, as
well as other risks as per pillar Il categorizations.

Effectively, Pillar Il is the creation of a more extensive, adaptable and more risk sensitive
framework which forces a noteworthy challenge on banks in meeting such necessities which
comprehends the fundamental target of The Basel Committee on Banking Supervision (BCBS)
for enhancing the financial stability and soundness (BCBS Charter). The ICAAP is an apparatus
which guarantees that banks have risk capital which is matching towards their selected risk
profile and risk appetite. This likewise expects banks to create a fitting governance, control
techniques and business strategies. The ICAAP is gotten from a formal internal process, whereby
banks evaluate their capital requirements in relation to their particular risk profile, strategy,
business plan, governance structures, interior risk management frameworks, and so on.

Consequently, the national regulator (i.e. CBE), will intervene at an early stage to prevent any
bank’s capital from falling below the minimum levels required to support the risk characteristics
of a particular bank and will require a quick remedial action(s) if capital is not adequately
maintained through the ICAAP results. All of which add value in terms of proper, effective, and
comprehensive capital assessment, forward looking capital projections in light of risks
faced/potentially will face within the financial projections and budgeting, and place the
appropriate capital levels, beforehand, in cognizant with the bank’s strategy and objectives.
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Pillar ITT Market discipline: It enhances the marlet discipline through effective open public
dizclosure to supplement requirement nece ssities for Pillar I and Pillar IT. Pillar 1T has presented
substantial new public disclosure requirements necesaties, which represent a sgnificant increase
in the amount of information made freely accessible by banks to the piblic wath regard to the
capital structure, captal adequacy, and nsk management measures and tools

Bazed on the previous illustration; The Internal Captal Adequacy Process (ICAAP) has tuned to
represent a cornerstone for Pillar IT of Basel accords, az well as representing such an effective
rizk management tool for promoting financial stability across the globe. While Pillar I of the
accord concenfrates on capital requirements and Pillar Il on market disclosures, Pillar IT acts as
a form of check and balance to ensure the adequacy and credibility of the entire framework.
Through the ICAAP, banks will need to demonstrate that they have implementzd methods and
procedurres to ensure capital sufficiency at all imes, with doe attention to all material rigks.

2.6 Requirements of ICAAP

Getting the ICAAP right is pivotal. This implies ensuring that the process not just concentrates
on every area of the bank it should cover, yet in addition that the process and outcomes are
tenable and opportune. The difficulty is represented in the way that the ICAAP requirements are
principle based, as opposed to rule based, with little in the method for prescriptive calculations or
perfect reporting positions for idealizing the ICAAP consistence. It is in this way critical to
adjust the profundity and width of the ICAAP to accomplish the correct outcomes effectively.

According to Edgar (2003), az well as Shn (2003), Pillar I sets the rules for measuring credit,
market and operational nsks and aims to align captal requirements with rigks undertaken. These
rules are compemented by Pillar 11, which sets the requirements for infernal assessment
momnitoring . and confrolling all material rides to which banks are exposed to.

Hence, the main objective behind the Internal Capital Adequacy Assessment Process (ICAAP) is
to alert the for the progressing, the assessment and evaluation of the bank’s risks, how the bank
expects to mitigate those risks, and how much present and future capital is vital having
considered other relieving factors intending to adequately: identifies, measures, aggregates and
monitors the bank’s risks, guarantees that the bank holds sufficient capital as per its risk profile,
utilizes sound risk management framework, and underlines the significance of capital planning.

According to the Supervisory review process (SEP) under pillar IT - BCBS, several central banks
and national regulators, such as: The Ceniral Bark of Egypt regulations (CBE, 2016), The
Federal F.eserve Bank (FRE 2008, 2013), Bank of England (BoE 2013), and The Saudi Ambian
Mhbnetary Agency (SAMA 2008, 2011); have gmded their market banks in terms of the ICAAP
structure they should follow according to their interml process whersby they can estimate their
capital requirements in relation fo thewr speciic nsk profiles strategy, buaness plans,
governance structures, internal n<k management sydems, etc. They have advised that the ICAAP
should cover:
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e A strategic review of the bank’s capital needs, and how these capital requirements are to
be funded, e.g. through internal profits, IPOs, subordinated loans, other debt issues, etc.

e Explain how a bank would be affected by any economic recession or downswings, in the
business or market relevant to its activities, for instance currency devaluation (e.g. EGP).

e Highlights how banks allow maintenance of ready access to funding, meet their
obligations to creditors and other counterparties, and continue to serve as a credit
intermediary prior, during and post stressful scenarios.

e Show that the capital planning processes follow a comprehensive assessment of various
risks to which banks are exposed to, and the risk management processes implemented are
effective and sufficient enough to manage and mitigate those risks, by turn positively
affecting the financial stability of each and every bank.

Therefore, it has turned clear that the ICAAP is significantly more than a thoroughly decided
estimate of capital sufficiency (Dinodia, 2014). It drives banks to assess their economic risk
profile, and fulfill all stakeholders’ needs confirming that that business and risks faced by banks
are within their capacity and risk appetite to achieve the financial stability. It likewise intends to
make banks managements mindful of and responsible for the different risks their banks are
presented to, and guarantee that the business is done inside acceptable limits.

All things considered, the bank’s owners and other internal and external stakeholders will be
focused on its proceeded with continual operation as a business, and wish to keep away from
capital misfortunes. In spite of the fact that their interests may contrast, all parties/stakeholders
will likewise need to guarantee that the bank does not take risks that may jeopardize its presence.
The principle rationale in presenting the ICAAP structure is to guarantee that a bank bears its
risks by choice and not by chance.

3. Data and Methodology

This section sets out the approach and methodology for the research study analysis and case
studies results. It displays a detailed process of how the significant risks facing banks, such as:
The Commercial International Bank (CIB), Credit Agricole Egypt (CAE), and the Union
National Bank Egypt (UNBE); are recognized, measured and managed. It is worth to be
mentioned that 1 international bank and 1 regional bank (MENAP region) were identified and
presented to show the ICAAP usage, effects and significance. Both banks are following the
governance techniques of the ICAAP by their national regulators, e.g. The Bank of England
(BoE) for HSBC-UK, and The Saudi Arabian Monetary Agency (SAMA) for Samba, KSA.

The main impact of the global latest financial crisis has been seen on the banking industry where
a few banks which were performing profitably all of a sudden declared substantial losses with
some of them going burst. The successful upgrading of CBE’s reform plan has eased up the
situation in terms of supporting the Egyptian economy and banks during tough economic
conditions across Egypt reasoned of the latest deterioration of the national reserves and FX
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squeeze in the years 2014, 2015, till reaching the EGP devaluation on November the 3", 2016
(CBE, 2016).

The main benchmarks utilized for this research study assessments are the different
documentation, instructions and regulations issued by the Central Bank of Egypt (CBE) for
Egyptian banks, and the Basel Committee on Banking Supervision (BCBS), in overall, with
respect to standards which guarantee sound management of capital requirements, planning and
risks in banks. The financial and economic periodical reports and bulletins issued by the Central
Bank of Egypt were depended upon for the banking industry data.

3.1 Sample and Data Sources

Egypt has thirty nine (39) commercial banks and one (1) credit bureau registered by the Central
bank of Egypt as of December 31, 2016. The targeted research study population has focused on:
1 international bank (HSBC, UK), 1 regional bank (Samba, KSA); both were used to highlight
how the ICAAP has saved both banks/markets from economic and financial hits and instability.
That is in addition to 3 Egyptian banks, 2 of the top 10 banks (macropolis, 2015), and the third
bank represents a regional arab bank headed at the United Arab Emirates (UAE).

The discipline investigates the “how” ICAAP shall be utilized to strengthen banks financial
positions through forward looking approaches and capital planning, by turn enhance the financial
stability of the Egyptian market. Besides this, the researcher will also examine the model through
observations in selected banks numerical financial data and through statistical analysis.

3.2 Conceptual Framework

This research study examines the relationship between the Banking System Stability and the
Internal Capital Adequacy Assessment Process (ICAAP). The framework model is demonstrated
in the following figure:

Independent Variahle Dependent Variable
Internal Capital Adequacy Banking System
Asgessment process (ICAAP) ’ Stahility
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3.3 Definitions of the Research Variables

Dependent Variable: Banking and Financial System Stability

The Dependent Variable 1z defined according to Garry's (2004) as the ability to: A encourage
both a proficient allotment of economic resources, both spatially and particularly inter
tempotally, and the adequacy of other economic processes (for exampe wealth accumulation,
economic development, and ulbmately social prosperity), B. assess, evaluate, allocate, and
oversee financial risks; and C. keepits capacity to play out these key funchons notwithstanding
when mfluenced by external shocks or by a bmldup of velatlity, prncipally through self
remedial mechanisms

Independent Variable: Internal Capital Adequacy Assessment Process

According to Justin (2013), the Internal Capital Adequacy Assessment Process is definesas the:
bank's infernal process for assessing its overall capital adequacy in relabion to its risk profile and
stratery for maintaining their adequate capital levels. The ICAAP should be: poportional to the
gz¢ and complexity of the bank nsk and capital management to match nisk takng, not
something that should be designed only for comphance purposes, but helps to ensure that the
bank identifies, measures and reports all material rides (not just Pillar 1 type risks).

In further refinement and interpretation of the definition, Pfetsch, Poppensieker, Schneider, and
Serova (2011) have confirmed that the ICAAP is a process by which banks can benefit from
substantially balancing the risks that a bank can afford and compare it with the existing/potential
exposures; reasoned of its greater connection between internal risk and capital models, besides
simple, effective, and transparent management processes, and achieve a closer alignment of

capital planning and corporate strategy to ensure that banks achieve the best possible use of their
capital.

According to Edgar (2003), as well as Shri (2003), Allar I rigks are comprized of Credit Pisk,
MNarket Rk, and Operational Biszk Credit Rigk 1= defined as the potential that a bank’s borrower
or counterparty will fail to meet its obligations in accordance with agreed terms (BCBS, 2000).
MBrket Fisk 15 defined as the risk of loss anang from the movements m market prices such as
mterest rates rlated to instruments and equibies mn the trading book, or exchange rates, or from
fluctuations in bonds, equities or commeodity rices (BCBS, 1996). The Bank of International
Sefflements (BIS, 2011) defined the Operatiomal Risk as the nigk of loss remlting from
madequate or failed internal processes, people and sy=tems or from external events. This
definmition includes legal nisk, but excludes strategic and reputational risk.
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According to Basel Accords, (2010, 2011), Pillar 11 risks are those risks not captured under pillar
I, such as, Interest rate risk in banking book (the exposure of the bank’s financial condition to
adverse movements in interest rates), Liquidity risk (when the bank is unable to finance any
increase in the assets, or to meet the liabilities when they are due, or being able to carry on this
with unaccepted losses), Strategic risk (external events and trends that can devastate a bank’s
growth trajectory and shareholder value), and Reputation risk (the current and prospective risk to
earnings and capital arising from the adverse perception of brand/image of the bank by
customers, counterparties, shareholders, regulators and rating agencies). The Central Bank of
Egypt is following the same Basel pillar risk types and definitions across the Egyptian banking
market (CBE 2009, 2011, 2016).

4. Data Studies and Results
4.1 Results of Descriptive Statistics - EVIEWS

Through a data extract sample for the banks under the names of HSBC-UK, and Samba Financial
Group-KSA, a sample from Risk Weighted Assets (RWA), Tier 1 & 2 capital, and Capital
Adequacy Ratios (CAR) were utilized for the years starting from 2008 and ending on 2016, in
addition to the first 6 months for the year 2017 (due to data limitations issues that were
previously illustrated).

The main objective for utilizing named data is to check the impacts of the ICAAP on the final
capital adequacy ratios for banks through the EVIEWS statistical analysis and conclusions.

. HSEC (i Millin £ Samba (D00SAR)
CBME | cam | Tl | Te) | RWA | CAR | Terl Tiar2 RWA
CARH | TierlH | Tierl |RWAH| CARS | Tirls | Teds | Rwas

8 11.353% | 1753 1L443 | 257RR3 | 1408¢ | 0051003 | LS1E178 | 133.08R000
20 167% | 1177 1027 | MBIR1 | 1T71%: | 1248344 | L304730 | 140085476
2010 17N% | 11955 IL7EE | M7 1EETG | 25575233 | L5071 | 1454R4R0F
011 1318% | 21759 1LEST | 20678 | 1815 | 2351034 | L&E&4d | 158060317
013 1B43% | 24017 1L684 | 165400 | 20056 [ 31714417 | LE06805 | 186670158
013 1020%: | 24108 1038 | 1ESETQ | 104dfc [ 3405484 | 1360404 | 1B3205300

2014 e | 131538 E41B | 24552 | 19BE: | 3ETORASS | L2075 | J5RQ.614
2015 1552% | 27017 B8 | 12381 MO0Sc [ 4033708 | L2QE3: | MEM3 11T
016 15.71% | 3438 i3 14557 D4@c | 41810511 | 13471 | 195082333
Jun-2017 1638% | 3L13D 134 | 138703 | 1885 | 43R&0ET | LI3ERIL | 228081470

i)

Dek Soumes: H3BE, 2nd 32mba znmial reports for the veersserting of 2008 untl 3018 znd the first & months for 2017

According to the regression analysis, the results are as follows:
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H3BLC:

Dependent Vi bhe: CARH

Method: Leact Sougres
Samiple: 20082006

ncluded ochoarvations: B

Varizble Co=fficient 5. Erron +Etatistic Prob.
C 1B.94.251 365481 2127174 Q003
RWAH -7 356405 3. 7BE-DE -12.7153 QD0
TIER1H Q.0003e 5.2DE03 7225404 Q0008
TERZH DUDD038E 0uD0D136 2844152 00361
R-squgred 08983655 Ml diespes e init warr 1588567
Hedjusted R-sguare d 0885E40 5.0 dependent var 2415304
5E. of regression 0243451 ke info oriterion 0313304
Sum sguaned resid 0226343 Schwarz o terion 0.400855
Lo | ikoxfihood 2580133 F-statistic 26110255
Durbin-Watson stat 1766312 Prob| F-statisfic] 0000007
Zamba:
Depe=ndent Vi riabe : CARS
Method: Least Squares
Samiple: 20082016
ncl uded obeervations: 2
iz riabde Coeffident Stdl. Ernor t-Statistic Praob.
C 16853307 10812539 1538882 0
R As -1 14E-07 &6 3RE-0D -17.53654 0
TERLS 6 10E-07 2.03E-0F 30, 10083 0
TIERZS L758-06 4 A5E-07 J.BER 200 00135
R-smpucired 0.ooEE52 Mezin depe nde nt var 1800556
Befijueshe d R-squained D.o2d543 5.0 dependent var 2 315082
E. of regression 0.155453 Mlcike infoor iterion -0.41138
Sum squared resid 0143571 Schwarz crite rion 032371
Log likelibood 2E31221 F-statistic 1250725
Dhur bin-Watson stat 2.13B418 Proby F-statistic] 0000001
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Regression Results Interpretation:

e The Variable RWA: The coefficient is showing in negative signs, which means inverse
relationship on the capital adequacy ratio (CAR = T1+T2/RWAs), and the 2 negatives are
showing a positive relationship on the capital (HSBC -7.35E-05 and SAMBA -1.14E-07).

e The Probability: Figures are showing values that are lower than 5% across the analysis,
which means that the three selected variables (RWA, Tier 1 and 2) have effects on CAR
with confidence level of the selected variables of more than 95% which is very good to
take into consideration.

e R-squared: The coefficient is showing a percentage of 99% and plus, which means that
the three selected variables (RWA, Tier 1 and 2) changes affect with 99% the changes in
CAR. The balance of 1% and minus represents a residual that affects CAR other than the
three selected variables.

e Durbin-Watson stat (DW): For proper regression, the DW is highly recommended be
close to the figure 2. According to the selected sample, both banks and variables were
following the same proper DW benchmarks; HSBC - 1.766312, and Samba - 2.138418.

o Therefore, and as a conclusion based on the regression analysis and results: The ICAAP
shows a clear significant relationship on Banks Systems Stability through the
comprehensive assessment of banks overall capital adequacies in relation to their risk
profiles; for maintaining adequate and stable forward looking capital levels.

4.2 Results of HSBC - UK

HSBC represents one of the largest banking and financial services organizations in the world. In
line with HSBC’s ambition to be recognized as the world’s leading international bank, the bank
has continued to reinforce the status and significance of compliance and adherence to new global
standards and regulations by building strong risk management tools, e.g. ICAAP programs,
internal controls, developing risk culture platforms and capabilities through communication,
training and assurance programs to make sure employees understand and can meet their
responsibilities effectively.

Accordingly, HSBC has conducted its Internal Capital Adequacy Assessment Process (ICAAP)
to determine a forward looking assessment of its capital requirements given its business strategy,
risk profile, risk appetite and capital plan according to the bank’s annual report and financials for
the year ending 2013 (HSBC, 2013). This process has incorporated the risk management
processes and governance of the bank. A range of stress tests were applied to the base capital
plan. These, coupled with the bank’s risk management practices were used to assess the capital
adequacy requirements.

Based on Tier 1 and Tier 2 capital figures, as well as risk weighted assets (RWA), the following
represented the CAR ratios for HSBC as of December 31%, 2013 (HSBC, 2013):
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Capital Adequacy Ratio
December, 2013 actual figures
(Million £)
Items Actual 31122013 Actual 31/12/2012
Total Capital Base 33,543 33,404
Tier 1 capital 22 438 22088
Tier 2 capial 11105 11376
Total EWA 185879 193,402
Cradit Risk 145 900 149 970
Market Ridk 17,931 21,566
Operational Risk 22039 21 866
Actual CAR % 18% 17%

Highlighting the effective usage of the ICAAP by HSBC, as well as reflecting its significant
impact on the bank’s financial stability, the Brexit scenario and its impacts on the CAR ratio and
capital planning was taken into consideration even prior to the poll results with 3 years (HSBC,
2013), the well managed preparation to face such a potential scenario in case occurred, coupled
with its forecasted adverse impacts, if any, on UK in general, and English banks in specific was
well studied within the ICAAP program not leaving the bank to manage risks by chance not by
choice. The following CAR ratios scopes the capital adequacy thresholds achieved between
December 2013, 2016 and June 2017 showing named ICAAP forward looking effect:

Capital Adequacy Ratio
June 2017 - December 2016 - December 2013
(million £)
Items Interim 30/06/2017 Actual 31/12/2016 | Actual 31/12/2013
Total Capital Base 0274 33522 33543
Tier 1 capital 31150 30218 22 438
Tier 2 capital 8,124 3304 11,103
Total EWA 139,703 245237 185,879
Cradit Rizk 194 547 197 520 145 G0
Market Risk 22423 24975 17,831
Otperational Risk 22733 22733 22039
Actual CAR % 16% 16% 18%

HSBC 2013, 2016, H1 2017.

This illustration has shed the light on:

e How the ICAAP has saved the bank from a possible hit that might have affected the

bank’s stability, and its capability to implement planned strategies and objectives in case
of the UK’s being out of the EU discretionary, beforehand, even if it did not happen, or
the effect was not adverse; still being considered proactively with possible accounted

effects.

Showing clearly the direct effect of the increase in risk weighted assets (RWASs) on the
capital adequacy ratios model (CAR), which has increased from £186 million in
December 2013 to reach £ 245 million in December 2016 (32% increase), before it
decreased to score £240 million on June, 2017 (total capital base has increased with 15%
on December 2016 as being compared to the same period of 2013, and 2% on June 2017
as compared to FY 2016 figures). Simultaneously, how management has succeeded to
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use capital injections, mainly tier 1 capital (E22 million on FY 2013, increased to reach £
30 million on FY 2016 and £31 million on June 2017), to maintain close and safe CAR
ratios and overcome any decreases or possible hits.

e That besides on answering on the research study question as: There is a positive
significant relationship between the Banking System Stability and the Internal Capital
Adequacy Assessment Process (ICAAP).

4.3 Results of Samba, the Kingdom of Saudi Arabia

Samba Financial Group represents one of the main Saudi listed banks by the Saudi Arabia
Monetary Authority (SAMA) which represents the Saudi national regulator that is a permanent
member of the G20, in addition of having presence within the Middle East region and Pakistan
(e.g. Samba Dubali, and Samba Pakistan).

Accordingly, Samba has conducted an Internal Capital Adequacy Assessment Process (ICAAP)
to determine a forward looking assessment of its capital requirements given its business strategy,
risk profile, risk appetite and capital plan according to the bank’s annual report and financials for
the year ending 2013 (Samba, 2013). This process has incorporated the risk management
processes and governance of the bank. A range of stress tests were applied to the base capital
plan. These, coupled with the bank’s risk management practices were used to assess the capital
adequacy requirements.

Based on Tier 1 and Tier 2 capital figures, as well as risk weighted assets (RWA), the following
represented the CAR ratios for Samba as of December 31%, 2013 (Samba, 2013):

Capital Adeq ey Ratio
Dec ember, 2013 actinl fisures

(000 BAR)
Tiems Aciml 31122013 Actual 31122012
Total Capital Baz= 36,523 868 33411112
Tier 1 capital 34554464 31714417
Tier 2 capital 1,565 44 1 696,695
Total WA 188,295,390 166.4670,168
Cr=ditFisk 161 664, 756 142 000,352
Mlark=t Ride 14 967,138 12,936 644
Opemtional Fisk 11 663 496 117353132
Actm] CAR % 1984 20%

According to the illustrated CAR ratios, it has shed the light on:

e Showing clearly the direct effect of the increase in risk weighted assets (RWAS) on the
capital adequacy ratios model (CAR), which has increased from Saudi Riyals - SAR 167
billion in December 2012 to reach SAR 188 billion in December 2016 (13% increase),
simultaneously, the total capital base has increased with 9% on December, 2013 as being
compared to the same period of 2012 figures, witnessing the increase mainly at pillar 1
capital (from SAR 32 billion on FY 2012 to SAR 35 billion on FY 2013, representing a
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10% increase), ending with an approximately flat change on the CAR ratios of FY
2013/2012 of 19.40% and 20.05% respectively.

e Based on the ICAAP’s consideration for the three year plan and strategy, as well as stress
testing employment to test against set targets according to prescribed scenario analysis;
the ICAAP has been designed to ensure that the bank holds sufficient capital cushion to
meet regulatory and internal capital requirements during periods of cyclical economic
downturns or during times of financial distress, so that any potential large inorganic
growth or deterioration in the economic environment will be addressed at the appropriate
time. Accordingly, the ICAAP has saved Samba from the aggressive hit that has
adversely affected, in overall, the KSA and the Gulf region (GCC) due to the massive fall
in oil prices that has fallen sharply from USD 97.18 per barrel in 2014, to reach USD
40.96 on December 2016 (SAMA, 2016).

e The following CAR ratios scope the capital adequacy thresholds between December
2016, 2015, 2014, 2013 and June 2017 showing the numerical impacts (Samba, June,
2017, December 2016, 2015, 2014, and 2013):

Interim June, 2017 — Actual December 2013 to December 2016
{000 SAR)

Ttems In terim Actual Actual Actu al Actual

INDE20LT 31/12/2016 31122015 31122014 31122013
Total Capital [ N - 1
Baw 45002, 7ER 44,033 982 41447000 40,240,728 36,513 868
Tizer 1 capitz] 4388587 42 B0 511 40,237,284 3B.7oR. @3 3054454
Tizr 2 capitz] 1138801 1223471 L2009 B33 L442.073 156,404
Total EWA DERELAT 106,082 355 206,643 117 202,580,614 158 205 380
Cradit Rizk 0204080 171,634,477 181,685,185 173,822,138 151 664,756
Markst Risk 13,636,938 11.33338 11,B62675 1657, 1538 14,867,138
Crperz ionz] Risk 13,308,620 15,132 515 15,091,257 12188338 11,863,485
Actual CAR %% 20%% g 2004 200% 1804

This illustration has clarified that:

e The ICAAP has saved the bank from a very possible hit that might have affected the
bank’s stability and its capability to implement planned strategies and objectives due to
the massive dipping curves in oil prices for the years 2014, 2015 and 2016 that has
affected all members of the Organization of the Petroleum Exporting Countries (OPEC),
KSA in specific being one of the world’s largest oil exporters, of which oil represents a
major revenue stream to the gulf region countries (GCC).
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e Operationalize the evidenced answer on the research study questions: How can the

ICAAP be used to limit or promote risk taking activities in order to ensure the continuing

financial strength of the bank, and answering on the research study question showing that

there is a positive significant relationship between the Banking System Stability and the
Internal Capital Adequacy Assessment Process (ICAAP).

4.4 Results of Commercial International Bank (CIB) Egypt

The CIB represents the biggest private bank in Egypt. Based on Tier 1 and Tier 2 capital figures,
as well as risk weighted assets (RWA) the following represented the CAR ratios for CIB as of
December 31°%, 2016 (CIB, 2016):

Capital Adequacy Ratio
December, 2016 (scemario 1: actual scenario)

(0OOE GE)
Items Actual 3/12/2016 | Actoal 31/1272013
Total Capital Base 16,120 502 15355371
Tier 1 capital 14,500 044 14,350,133
Tier 2 capital 1610338 1005216
Total RWA 150097333 05,619,004
Credit Risk 128 598 902 79,363,222
Market Risk 6,701,570 4.030,779
Operational Fisk 14,696 762 12,223,993
Actual CAR % 10.74% 16.06%

CE, 2018

Based on the presented CIB CAR analysis for the period ending on December 31°% 2016, it is
quite clear that the CAR ratio has witnessed a considerable decrease from 16.06% on December
2015 to reach 10.74% on December 2016 with a dipping down percentage of 33%; which is very
close to the minimum capital requirements set by CBE regulations (CBE, 2016) of 10.6% in
2016, and falling short than January 2017 minimum capital requirements of 11.25%. The
decrease was mainly attributed to:

e Increase in total Credit Risk RWAs from EGP 79 billion on December 2015 to reach
EGP 128 billion on December 2016 with an increase of 62%, which is mainly attributed
to the increase in the loans and advances portfolio from EGP 62 billion by the end of
2015 to EGP 98 bhillion on FY 2016 (58% increase). The main reason of this hike was
mainly due to the increase in the value of foreign currency assets post the local currency
devaluation in Egypt effective November 3", 2016, ending with the increase in foreign
currency assets as being compared to EGP values (which has increased from 1 USD =
EGP 8.90 on November 2™ 2016, to reach EGP 12.90 on the first free float day effective
November 3" 2016, and increasing to reach approximately EGP 20.00 on December 31,
2016 as an average FX change figure across the market. CBE, 2016).

e Increase in Market Risk and Operational Risk RWAs for the same comparable period
from EGP 4 billion and EGP 12 billion (2015); to EGP 6 billion and 15 billion on
December 2016 respectively. Reasons for this increase was attributed to the whole
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market’s increase in terms of investing in fixed income financial instruments (e.g.
Governmental bonds and Treasury Bills) for the mentioned period, besides the increase in
the net profit for 2016 (EGP 5.9 billion) than in 2015 (EGP 4.6 billion) which is shedding
as an indicator for gross profit increase as the bank is following the Basic Indicator
approach (BIA) for operational risk calculations (based on the average gross profit for the
last 3 profitable years).

e Impacts: Recognizable decrease for CAR ratio with 33% downturn, due to the increase in
risk weighted assets (RWA) as per CBE rules (CBE 2009, 2016) and Basel’s
recommendations (BCBS, 2011), without any considerable increase at the bank’s capital
that can absorb these hikes at RWAs on December 31%, 2016. This impact is showing
clearly the direct effect of the increase in risk weighted assets (RWA) on the capital
adequacy ratios model (CAR), which by turn affects the financial stability of the bank
and its capability to implement approved strategies and objectives accordingly.

Based on all the mentioned facts, strategy and business plan/directives of the bank, as well as the
bank’s acknowledgment in terms of abiding to CBE’s SRP rules, and Basel III standards (CIB
2016, 2017), the ICAAP program was used to assess: the overall risks the bank is facing/will
face, internal models to assess, quantify and stress test risk drivers and the amount of capital
required to support the same. The bank has followed the benchmark set by several national
regulators, for instance the Central Bank of Egypt regulations (CBE, 2016), in terms of the
ICAAP’s governance, principles, and report structure.

The ICAAP has concluded that: Based on CIB’s existing CAR ratios, it is quite clear that the
bank shall face a serious shortcoming; due to falling below the minimum capital requirements set
by CBE that shall start on January 2017 (CBE, 2016) of 11.25% against CIB’s CAR ratio of
10.74% on the year ending December 2016. This fact shall hinder the bank’s ability to achieve
its objectives in terms of increasing its market share, expanding within the market across all
business lines, and utilizing new technological platforms as per approved strategy. It is to be
noted that based on the research study limitations mentioned; the detailed data for pillar 2 risks,
and budget business plan were not available.

The ICAAP has managed for the analysis of the potential capital deviations and
amendments/enhancement needs according to the capital planning that should be matching with:
Planned expansion and growth rates, in addition to satisfying the tolerance rates as per CBE
regulations for the minimum capital requirements, avoid any possible breach for the regulatory
limits that is showing to potentially occur on January 2017, support the bank’s expansion, and
maintain a safe buffer over the prescribed regulatory capital adequacy ratio as per the bank’s risk
appetite statement derived through the ICAAP. Several recommendations for capital increase
were submitted based on the assessment, for instance through: increase in capital through fresh
funds of equity shares by new/existing shareholders, or through interim profits recognization and
retained earnings; to bolster the bank’s capital levels and capital adequacy figures. All
recommendations are subject to: CBE rules and approvals, as well as the bank’s general
assembly’s approval.
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Based on the ICAAP assessment and recommendations, the following represent the amended
capital status (through interim profits recognization and retained earnings) and conclusions (CIB,

2016, 2017):
Capital Adeguacy Ratio
December, 2016 (scenario 2: amended scenarin)

(000EGE)
Items Amended 31/12/2016 | Base 31/12/2016
Total Capital Base 20,965,797 16120502
Tier 1 capital 19 335239 14 500 %44
Tier 2 capital 1.610.558 1.610 502
Total EW A 150,097,333 150,097,333
Credit Risk 128 698 992 128,698 992
Market Rizk 6,701,579 6,701579
Otperational Rizk 14 696,762 14 696,762
Actual CAR % 13.97% 10.74%

CE, 2017

Conclusions and Recommendations:

e The ICAAP has preserved the bank’s new strategy, growth plans, regulatory requirements
through the forecasted decrease in CAR ratios on December 2016 as being compared to
the same period on 2015, coupled with recommendations submission for enhancing
capital levels that has reached on a first phase 13.97% with an increase of 30% (through
retained earnings).

e All have clearly showed how the ICAAP has a significant and positive impact on
strengthening the financial stability of CIB during such a critical phase for the Egyptian
economy, whether due to a burdensome agenda of a high budget deficit, foreign currency
shortage, rising inflation rates, an ailing tourism sector, or the massive decreasing trends
for remittances, FDIs and Suez Canal revenues.

e Operationalize the evidenced answer on the research study question in terms of shedding
the light towards the significant relationship between the Banking System Stability and
the Internal Capital Adequacy Assessment Process (ICAAP).

4.5 Results of Credit Agricole (CAE) Egypt

Credit Agricole Egyptis a subsidiary of the Credit Agricole Group, a market pioneer at the
universal banking and represents one of the largest banking groups across the globe. Based on
Tier 1 and Tier 2 capital figures, as well as risk weighted assets (RWA), the following
represented the CAR ratios for CAE as of December 31, 2016:
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Capital Adequacy Ratio
December, 2016 (scenario 1: actual scenario)

(OOOEGE)
Items Aemal 31/12/2016 Actoal 31/12/2015
Total Capital Base 2827503 2569770
Tier 1 caputal 2,330,903 2352631
Tier 2 capital 206,600 217,130
Total EWA 24,443,255 17.356,494
Credit Rizk 20,840,408 14,853,976
Niarket Rizk 134,366 92053
Ohperational Rizk 3,448 481 2,907 361
Actual CAR % 11.57% 14 399

CAE. 2016,

Based on the presented CAR for the period ending on December 31%, 2016, it is quite clear that
the CAR ratio has witnessed a decrease from 14.39% on December 31, 2015 to reach 11.57%
on December 31%, 2016 with a considerable decrease of 20%; which is very close to the
minimum capital requirement levels set by CBE regulations (CBE, 2016) of 10.6% in 2016, and
11.25% starting from January 2017. The decrease was mainly attributed to:

e Increase in total Credit Risk RWAs from EGP 14 billion on December 2015 to EGP 20
billion on December 2016 with an increase of 40%, which is mainly attributed to the
increase in the loans and advances portfolio from EGP 14 billion by the end of 2015 to
EGP 19 billion on 2016 (36% increase). The main reason due to this increase was mainly
reasoned of the increase in the value of foreign currency assets post the local currency
devaluation effective November 3", 2016, ending with the increase in foreign currency
assets as being compared to EGP values (which has increased from 1 USD = EGP 8.90
on November 2™ 2016, to reach EGP 12.90 on the first free float day effective November
3r, 2016 and approximately reaching EGP 20.00 on December ending 2016 as an average
FX change figures across the Egyptian market, CBE, 2016).

e Increase in Market Risk and Operational Risk RWAs for the same comparable period
from EGP 92 million and EGP 2.9 billion (2015); to EGP 154 million and 3.4 billion on
December, 2016 respectively. Reasons for this increase was attributed to the whole
market’s increase in terms of investing in fixed income financial instruments (e.g.
Governmental bonds and Treasury Bills) for the mentioned period, besides the increase in
the net profit for 2016 (EGP 1.36 billion) than 2015 (EGP 1.03 billion) which is shedding
as indicator for gross profit increase as the bank is following the Basic Indicator approach
(BIA) for operational risk calculations (based on the average gross profit for the last 3
profitable years).

e Impacts: Recognizable decrease for CAR ratio with 20% downturn, due to the increase in
risk weighted assets (RWA) as per CBE rules (CBE 2009, 2016) and Basel’s
recommendations (BCBS, 2011), without any considerable increase at the bank’s capital
that can absorb this hike at RWAs as of December 31%, 2016.
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Based on all mentioned facts, figures, strategy and business plan/directives of the bank, as well
as the bank’s acknowledgment in terms of abiding to CBE’s SRP rules, and Basel III standards
(CBE, 2016), accordingly, the ICAAP was utilized to screen: the overall risks the bank is
facing/will face, internal models to assess, quantify and stress test risk drivers and factors and the
amount of capital required to support the same. The bank has followed the benchmark set by
several national regulators, for instance the Central Bank of Egypt regulations (CBE, 2016).

The ICAAP has concluded that: Based on the presented CAR ratios, the bank shall face a serious
situation due to the fact that its capital shall not be sufficient enough to achieve approved
strategies and plans due to being fixed standard for January 2017 minimum capital requirements
of 11.25% as per CBE rules (CAE’s ratio has scored only 11.57% on December 31, 2016). This
fact shall represent such a challenge and obstacle towards the bank’s ability to achieve its
increase in its market share, and utilizing new technological platforms and acquiring new
customers through the inclusion utilizing digital channels. It is to be noted that based on the
research study limitations mentioned; the detailed data for pillar 2 risks, and budget business
plan were not available.

The ICAAP has managed for the analysis of potential capital deviations according to the capital
planning that should be matching with: Planned expansion and growth rates, in addition to
satisfying the tolerance rates as per CBE regulations for minimum capital requirements, avoid
any possible breach to the regulatory limits that according to January 2017 regulatory rules,
support the bank’s expansion and maintaining a safe buffer over the prescribed regulatory capital
adequacy ratio as per bank’s risk appetite statement derived through the [CAAP.

Several recommendations for capital increase were submitted based on the assessment, for
instance through: increase in capital through interim profit recognization based on the approvals
of the general assembly and CBE (FY 2016, and the period ending Q2 2017) or subordinated
loans from the bank owners and complying with the Central Bank’s of Egypt regulations (CBE,
2017). All recommendations are subject to: CBE rules and approvals, as well as the bank’s
general assembly’s approval.

Based on the ICAAP assessment and recommendations, the following represent the amended
capital status (post receiving the subordinated loans from the bank owners of USD 30 million)
and conclusions:
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Capital AdequacyEatio
June, 2017 {scenario X amended scenario)

{DMEGE)
Ttems 30/06/2017 Base 31/122016
Total Capital Bazz 4884378 2,827593
Tier 1 capital 4025050 2,530.8403
Tier 2 capital B3g41e 206,600
Total BWA 15911 955 24443088
Cradit Risk 12308.614 20540408
larket Risk 154,860 154,366
Operational Risk 3448471 3448481
Actual CAR % 188504 11.57%

CAE 2017, 2016, Top 50 concanmration value (EGP 512 million) & addad on the Credit REL RW Az,
Conclusions and Recommendations:

e The ICAAP has preserved the bank’s new strategic directives, growth plans, regulatory
requirements through the forecasted decrease in CAR ratios on December 2016 as being
compared to the same period on 2015, coupled with recommendation for enhancing
capital levels that has reached 18.85% on June 2017 representing one of the highest CAR
ratios across the Egyptian banking market, and higher than the benchmark CAR ratio
across the banking market on June 2017 which scored 14.1% on December 2016 (CBE,
2017) through the injection of approved interim profit recognization and the subordinated
loan.

e All have clearly shown how the ICAAP had a significant and positive impact on
strengthening the financial stability of CAE during such a critical phase for the Egyptian
economy, whether due to the burdensome agenda of a high budget deficit, foreign
currency shortage, rising inflation rates, an ailing tourism sector, or the massive
decreasing trends for remittances, FDIs and Suez Canal revenues.

e Operationalize the evidenced answer on the research study question: How can the ICAAP
be used to limit or promote risk taking activities in order to ensure the continuing
financial strength of the bank, and showing the direct and significant relationship between
the Banking System Stability and the Internal Capital Adequacy Assessment Process
(ICAAP).

4.6 Results of Union National Bank (UNBE) Egypt

Union National Bank Egyptis a subsidiary of the Union National Banking Group in UAE,
represents one of the largest banking groups across the at Middle East region. Based on Tier 1
and Tier 2 capital figures, as well as risk weighted assets (RWA) the following represented the
CAR ratios for CIB as of December 31%, 2016:
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Capital Adequacy Ratio
December, 2016 (scenario 1: actual scenario)

(DOOEGE)
Items Acmal 31/12/2016 Actoal 31/12/2013
Total Capital Base 1.657.244 1.671.428
Tier 1 capital 1,563283 1. 466,078
Tier 2 capital 03,522 76,810
Total EWA 14,735,426 6,990,010
Actual CAR % 11.25% 22.07T%

UNEE 2016,

Based on the illustrated CAR ratios for the period ending on December 31, 2016 and onwards,
it is quite clear that the CAR ratio had witnessed a major decrease from 22.07% on December
31%, 2015 to reach 11.25% on December 31%, 2016 with a dipping down percentage of 49%
which was alerting, very close to the minimum requirement set by CBE regulations (CBE, 2016)
of 10.62% in December 2016, and marginal standard on January 2017 minimum capital
requirements (11.25%). This decrease was mainly attributed to:

e Increase in total Credit Risk RWA from EGP 6.2 billion on December 2015 to EGP 8.5
billion on December, 2016 with an increase of 37%, which was mainly attributed to the
increase in loans and advances portfolio from EGP 5.7 billion by the end of 2015 to EGP
8.6 billion on 2016, with an increase of 51%. The main reason was due to this hike in the
value of foreign currency assets post the local currency devaluation effective November
3" 2016, ending with the increase in foreign currency assets as being compared to EGP
values (which has increased from 1 USD = EGP 8.90 on November 3", 2016, to reach
EGP 12.90 on the first free float day on November 3rd, 2016 and approximately EGP
20.00 on December 31%, 2016 as an average FX change figures across the market, CBE
2016).

e Increase in total market risk charges from EGP 24 million on December 2015 to EGP 487
million on December 2016; which represented a multiplier of 19 times greater than base
year’s values. The main reason for such a basic increase was represented in terms of
investments at fixed income portfolios and instruments in USD and EUR currencies (e.g.
Governmental bonds and Treasury Bills) for the mentioned period, which besides the
increase in the value of foreign currency assets post the local currency devaluation
effective November 3, 2016, has ended up with such a massive increase in market risk
values accordingly (CBE, 2016).

e Impacts: CAR ratio has fallen down, very close to the minimum requirement set by CBE
regulations (CBE, 2016) of 10.6% in December 2016, and marginal standard on January
2017 minimum capital requirements (11.25%) according to the minimum capital
requirements set by the CBE and Basel 111 (CBE 2016, Basel 2011).

Based on all mentioned facts, figures, strategy and business plan/directives of the bank, as well
as the bank’s acknowledgment in terms of abiding to CBE’s SRP rules, and Basel 11l standards
(CBE, 2016), accordingly, the ICAAP was utilized to screen: the overall risks the bank is
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facing/will face, internal models to assess, quantify and stress test risk drivers and factors and the
amount of capital required to support the same. The bank has followed the benchmark set by
several national regulators, for instance the Central Bank of Egypt regulations (CBE, 2016).

The ICAAP has concluded that: Based on the presented CAR ratios, the bank shall face a serious
situation due to the fact that its capital shall not be sufficient enough to achieve approved
strategies and plans due to being fixed standard for January 2017 minimum capital requirements
of 11.25% as per CBE rules. This fact shall represent such a challenge and obstacle towards the
bank’s ability to achieve its market share expansion within the Egyptian market. It is to be noted
that based on the research study limitations mentioned; the detailed data for pillar 2 risks, and
budget business plan were not available.

Several options for capital increase were set, for instance: Increase in capital funds through fresh
equity shares, injections through interim profits recognization (subject to the approvals of the
general assembly, and CBE), or subordinated facilities from the main shareholders according to
CBE rules (CBE 2009, 2017), amending the bank’s risk profile and strategy through reducing a
particular activity or group of activates to reduce risks, and enhancing the bank internal utilized
models.

Based on the ICAAP’s identified risk factors, outlined methodology adopted for computing the
capital requirements, the bank’s CAR has scored the below figures based on the selection of the
profits distribution plan, and the subordinated loan consideration (USD 50 million) as being
represented as the ICAAP’s corrective action plan and effects:

Capital Adequacy Ratio
June, 2017 (scenario 2: amended scenarin)

(000EGE)
Items Acmal 31/12/2016 June 2017
Total Capital Base 1.657.244 1,997,360
Tier 1 capital 1,563283 1,863,617
Tier 2 capital 83,522 133,743
Total RWA 14,735,426 15,441,061
Actual CAR % 11.25% 12 94%

UNEE 2017.

Amended capital adequacy ratios (CAR) had reached 13% according to June 2017 figures, which
has increased with 15% than December closing figures, and over the minimum CAR ratio
required by the CBE with 15% on a more safe zone area.

Therefore, the ICAAP has preserved the bank against: falling below the regulatory minimum
capital requirements, the inability to achieve the planned strategic directives, and growth plans. It
has also supported the bank in terms of enhancing its capital level that has reached 13% on June,
2017 compared to 11% which was close to the CBE minimum regulatory limits on December
2016 (10.6% for December 2016) based on the direct effect of the approved injection approved
of profits distribution and the subordinated loan. All have clearly shown how the ICAAP have a
significant impact on saving the bank against falling below regulatory requirements, adversely
affecting the bank’s strategy implementation and growth plans, bank’s repetition, strengthening
Page 31 of 37



http://dx.doi.org/10.20944/preprints201810.0303.v1

Preprints (www.preprints.org) | NOT PEER-REVIEWED | Posted: 15 October 2018 d0i:10.20944/preprints201810.0303.v1

ICAAP and its role in Banking System Stability September 2018
the financial stability of the bank during such a critical phase for the Egyptian economy, whether
with due to the foreign currency shortage, rising inflation rates, or the massive decreasing trends
for remittances, FDIs and Suez Canal revenues.

Also, the ICAAP has focused the light towards the evidenced answer on the research study
questions: How can the ICAAP be used to limit or promote risk taking activities in order to
ensure the continuing financial strength of the bank, and the fulfillment of the regulatory
requirements, as well as shedding the light towards the significant answering relationship
between the Banking System Stability and the Internal Capital Adequacy Assessment Process
(ICAAP).

5. The Conclusion of The Research Study

This research study has examined the significant relationship between the Banking System
Stability and the Internal Capital Adequacy Assessment Process (ICAAP); through the
modification of capital ratios, enhancement of banking financial stability, to adjust any gap that
arises between the current and the targeted risk levels of the banks capital structures, and by turn
affects the sustainability, and the growth standards of banks positively.

The research study had focused on the ICAAP capability in terms of capital planning
assessments in light of prevailing markets and economic conditions, effects on banks, corrective
action plans needed, if any, as experienced with the sample study banks, and plans for facing the
fall in capital adequacy levels, for example due to currency devaluation similar to the scenario of
the EGP free float. Moreover, the research study has also highlighted banks needs for reaching
adequate risk management structures to ensure the sound management of financial and
operational risks, by turn ease up the ICAAP process, findings, effective capital planning and
effective decisioning; as a main subject towards the banking system stability and the worldwide
economy’s sustainable solidness.

Considering the mixed and limited findings with regard to the evaluation of the relationship
between the Banking System Stability and the Internal Capital Adequacy Assessment Process -
ICAAP; there were an increasing and considerable need for a comprehensive research study to
present empirical robust results in order to provide an evidence in support of the significant
relationship between the banking system stability and the Internal Capital Adequacy Assessment
Process, in specific for the emerging markets, e.g. The Egyptian Banking system. The research
study has focused on the period post the EGP devaluation that has started on November 3", 2016
which had witnessed a worsening trend for capital adequacy ratios within the Egyptian banks due
to the Egyptian currency free float (CBE, 2016), resulting in a decrease in common equity as
being compared to RWA from 12.1% on December 2015 to 9% at December 2016 which
represents a 26% decrease (CBE, 2017); and the consequences on the Egyptian banking sector in
terms of: The negative impact on the banks assets quality levels as a result of the deteriorating
country economic factors like depreciating local currency, high inflation rates, and interest rates.
In addition to the need for revisiting banks capital requirements and capital planning, cram the
causes of risks based on existing as well as future business plans, and strategies according to the
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new changing market and economic conditions. All besides assessing the capital needs, together
with the corrective action plans in case of arising/forecasted crises and unfavorable economic
conditions, such as capital falling below minimum capital requirement levels.

For all of these reasons, the research study has detailed how the ICAAP represented such an
effective risk management tool that has turned to be obligatory to assess and quantify all risks
that may materially impact banks capital levels or earnings proactively, and ensure banks stable
capital adequacy levels, from a holistic perspective, over a medium and long term according to
each and every bank’s business plan and risk profiling criteria.

In simple terms, this research study had answered on the main question of the study which was:
Does the ICAAP has a significant effect on the Banking System Stability? The answer is “Yes”.
Banks are required to manage their own particular detailed ICAAP, to show that they have
executed techniques, systems, and processes to guarantee satisfactory capital resources, with due
consideration regarding all material hazards and hold adequate funding to cover extra risks
outside of those risks characterized under pillar I, and acting as a 360 degrees review tool for
assessing and evaluating all banks risks and capital levels.
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